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Abstract

Domestic debt has over recent years increasingly grown to be a significant portion of the financing
budget for the government of Malawi. As such, this study investigated the impact that domestic
debt has on economic growth in Malawi. The research employed classical time series estimations
techniques covering unit root and cointegration analysis based on annual data from 1984 to 2015
to examine the long-run and short-run relationship between domestic debt and economic growth

in Malawi.

The findings of the study show that in the long-run domestic debt has a positive impact on
economic growth in Malawi, while a negative long-run relationship was established between
inflation and economic growth. High inflation was found to stifle economic growth. In addition,
the study established that government consumption expenditure and population growth also have
a negative impact on economic growth. The study therefore recommends that the government
needs to use domestic debt in moderation for as long as it positively impacts economic growth and
that an effective monetary policy exists that reins in inflation. Furthermore, the study recommends
that government needs to control government expenditure and take acceptable steps that will

manage population growth.
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Chapter 1 : Introduction

1.1 Background of the study

Economic growth is an important macroeconomic variable because it does have a reflection on the
wellbeing of the citizens of any country. A country characterised by high rates of economic growth
would be considered much better placed to provide a higher level of standard of living than a
country with a lower level of economic growth, ceteris paribus. Faster-growing countries have the
potential of trickling down the effects to its citizens which itself should increase the levels of living

standards. This will also increase job opportunities leading to lower levels of poverty.

It is expected that consistent high economic growth rates determine the attractiveness of a country
as an investment destination, since investors envisage that their resources will be put to profitable
use (World Bank, 2011) and this includes foreign direct investment and local private investment.
The reason is that an economy with an expected high economic growth rate is considered a good
place as it can provide the necessary labour force, over and above there being a conducive
environment for market access to goods and services (World Bank, 2011) leading to increased
revenue collection by government. This is expected to translate to investment in social

infrastructures such as road networks, high quality schools and health services.

A growing economy is more likely to be characterised by increased production of raw materials
and processed goods and services, which may be exported and earn foreign exchange. This in turn
has the effect of stabilising the currency. The local currency may even appreciate against major
trading currencies such as the South African Rand and the US dollar as a result of the extra foreign
exchange earnings. It therefore follows that economic growth is important for the stabilisation of

the macroeconomic environment.

Economic growth is also important in that growing economies require more labour force — both
skilled and unskilled — which automatically increases employment rates and leads to a desirable
state of the economy because higher demand due to lower unemployment is squared with a higher
supply of goods and services. It follows that a growing economy will have more jobs available for
its population, which is good for poverty alleviation efforts. It can further be argued that economic
growth can result in increased tax revenue, which would be a direct consequence of a broadened

tax base from the expanded private sector and payroll tax.



It is therefore important to undertake an empirical investigation of the factors that have an effect
on economic growth for any country. This study focuses on domestic debt as one of the important

macroeconomic variables which have a bearing on economic growth in Malawi.

On the other hand, public debt is increasingly becoming a feature of financing the recurrent and
non-recurrent expenditure budget of the government of Malawi (World Bank, 2019). It is noted
for instance that foreign financing which was at 2.5% in 20/17 progressively went down to 1.3%
in 2019/2020 but is projected to rise again to 3.7% of GDP financial year 2020/2021 (World bank,
2020). Domestic borrowing steadily progressed over the six-year period from 0.9% of GDP in
2016.17 to GDP ratio of 7.3% in 2019/2020 (World Bank, 2020). This is further projected to
increase to 8.7% of GDP in 2020 (World Bank 2020). It is further noted that Malawi is at high
risk of overall debt distress due to high levels of domestic debt contracted at high interest rates and
moderate risk of external debt distress. The debt servicing costs have stand at 35% of revenue and
grants in financial year 2019/2020 (World Bank, 2020). In a study that examined the features of
domestic markets in Africa, including Malawi, Christensen (2005) found that most countries had
domestic debt which was growing considerably. For instance, the study noted that in 1980 most
countries had a debt to GDP ratio of 11% compared to 15% in the 1990s. In terms of the domestic
debt to broad money, the ratio was constant at 40% even though some countries such as Ghana,
Gambia, and Malawi had a ratio of 100%. The implication is that further expansion of domestic

borrowing by government might affect private sector borrowing from commercial banks.

The increasing dependence on public debt by developing economies could be attributed to
inadequate revenue being generated from tax, largely because of the low tax base of these
economies and sometimes inefficient tax administration. Naturally, governments resort to internal
and external borrowing in order to manage the deficits in their budgets as they seek to improve the

socio-economic conditions of their citizens.

In its report of the Malawi Economic Monitor, the World Bank (2019, 9th Edition) reported that
Malawi’s public debt has sharply increased since the time the country benefited from the Highly
Indebted Poor Country relief (HIPC, 2006, p.15). The report noted that high fiscal deficits have
mostly been financed through high-cost domestic borrowing (World Bank, 2019). This domestic
debt accumulation is indicative of the increasing significance of domestic debt in Malawi. The

World Bank report observes that the ratio of domestic debt to Gross Domestic Product (GDP) has



grown by more than double since 2011 and it stood at 60% in 2018. It would therefore be

interesting to examine if this domestic debt expansion has yielded any impact on economic growth.

Public debt is, therefore, a direct consequence of a deficit in government budget due to insufficient
revenue collected internally and which fails to meet the immediate needs to finance the national
budget. Government then has the option of turning to borrowing, which can be from both external
and/or internal sources. A debt is internal if it is sourced from the domestic market, regardless of
currency, hence in this paper it is being referred to as domestic debt. If the debt is sourced from

foreign markets, then it will be referred to as foreign borrowing.

Reinhart and Rogoff (2011) argued that domestic debt, while in most cases forgotten, is in fact
large. In their study they establish that for the 64 countries considered in their study, domestic debt
accounted for nearly two-thirds of total public debt. It is for this reason that Reinhart and Rogoff
(2011) posit that studying domestic debt and recognising its existence may be a significant step to

help explain why governments default on external debt.

These activities and manoeuvres by government have the potential of affecting the trajectory of
economic growth in the country. It is specifically envisaged that these activities by government in
increasing internal borrowing have the potential of impacting private sector credit and this may

affect private investment and capital formation.

1.2 Problem statement

It is increasingly evident that public debt in Malawi has been steadily growing as the government
has resorted to domestic debt to fund part of its budget (World Bank, 2019). Kumbatira (2008)
observes that domestic debt has been a significant source of funding since the 1990s. Kumbatira
(2008) notes that in the 1980’s Malawi depended on external borrowing for budgetary support.
This is no longer the case as the government now depends on both domestic and external borrowing
such that government has resorted to balance its budget by borrowing from the private sector in
form of issuing government bonds and treasury bills (World Bank, 2019). This has meant that in
the end banks and major private sector players have been competing to place their funds with the

central bank by investing in treasury bills.

This observation has also become a major concern for the World Bank, as reported in the Malawi
Economic Monitor (World Bank, 2019). The World Bank explains that since 2013, the government



has been making high interest payments on domestic debt and this is calculated as high as 20% of
government revenue (World Bank, 2019). This payment, the World Bank argues, is leaving less
room for the government to apply the funds to growth-enhancing expenditures. In terms of GDP
ratio, Malawi’s external debt has expanded rapidly to 37.3% of external debt to GDP ratio in 2015
from an external debt to GDP ratio of 20.1% in 2012 (Rasmussen, 2018). Similarly, domestic debt
has also increased significantly from domestic debt to GDP ratio of 13.8% in 2012 to a ratio of
22.6% in 2017(Ramussen, 2018). This has resulted to an overall debt to GDP ratio of 55.1% in
2017 (Ramussen, 2018). World Bank (2019) has observed that Malawi has more than doubled its
debt stock since 2011 to a debt to GDP ratio of 60% in 2018 with most of the fiscal deficits
expected to be financed from domestic borrowing. This trend was the same in 2020 as World Bank
(2020) reported an increase of public debt from 59.4% 64.6% of GDP between 2019 and 2020.
During the same time external debt decreased from 29.7% to 28.1% of GDP whilst domestic debt
rose from 29.7% to 36.5% of GDP in 2020 (World Bank, 2020).

A focus on domestic debt is particularly important as this is increasingly becoming a way of
financing budget deficits for the government (World Bank, 2019). This is especially true when
indications by the World Bank show that it expects the government to present a budget for the
2019/20 financial year that will show even a wider deficit of 5.8% of Gross Domestic Product that
is 2 percentage points higher than what was initially projected at 3.8%. The budget deficit will
most likely be financed from domestic borrowing (World Bank, 2019).

The problem, therefore, is that economic growth appears to be affected by the activities of
governments such as domestic borrowing, suggesting that national economies can take a negative
or positive trajectory depending on the policy direction of governments on domestic debt. In that
case it is important that an understanding of the impact of domestic debt on economic growth is
analysed. The finding of this research would help the government to make informed policy

decisions when taking on domestic debt.

1.3 Research Objectives and hypothesis

Therefore, from the foregoing problem statement, this paper sets out to analyse the impact of
domestic debt on economic growth in Malawi. The specific objective of the study is:

e To examine the impact of domestic debt on economic growth in Malawi.



The hypothesis is set out as below:
Null hypothesis: Domestic debt has no impact on economic growth in Malawi

Alternative hypothesis: Domestic debt has an impact on economic growth in Malawi

1.4 Limitations

The study spans a long period of time with many variables in an effort to assess if there is any
effect of domestic debt on economic growth in Malawi. This may result in some of the data for the
chosen period being unavailable. Efforts will be made to identify and use only those variables
which have data readily available to be used in the regression model.

1.5 Scope and Justification of the Study

This study will look at data that informs economic growth for the sampled period. Therefore, the
study is considered important because whilst similar studies have previously been undertaken, the
focus of the studies has tended more towards the relationship between external debt and economic
growth (Sekhampu & Tchereni , 2013); Phiri & Tchereni,2013) or in some cases the relationship
between foreign aid and economic growth, but not on the impact of domestic debt on economic
growth in Malawi. Further, the understanding of the impact of domestic debt on economic growth
in the case of Malawi is important as the finding could help inform fiscal policy formulation at a
time when the Malawian government is borrowing in increasing measure from the domestic and
external markets. As indicated in the introduction, domestic borrowing is growing and it is only
proper that policy makers have an informed understanding as to whether the increased domestic
debt is having the intended effect on economic growth and, if anything, what other policy

recommendations can be made for effective debt application.

Given the background that few empirical studies exist which have a specific focus on the
relationship of domestic debt and economic growth in Malawi, this study will therefore contribute
to this body of literature. The study is necessitated by the growing public debt and the need for
policy makers in Malawi to understand the impact of domestic debt on economic growth. This

study has, therefore, significant impact on practice, policy and academic literature.

Further, the study is expected to contribute to the existing body of research on public debt and

economic growth. It is expected to provide some guidance for domestic debt management in



Malawi. Its findings are also expected to contribute to policy and practice for the Malawian

Government in the formulation of policy and its implementation.

1.6 Organisation of the Study

The organization of this dissertation will take the form as detailed in this section. Chapter one has
covered the introduction of the research including the problem statement, main and specific

objectives, research hypothesis and justification of the study.

Chapter two discusses literature review covering work already done by other studies in similar
research areas. Chapter three presents the research methodology. In this chapter research design
and data collection methods are discussed. Chapter four discusses the findings of the research as
collected from the data collection methods. Chapter five presents the findings and offers an

interpretation of the findings. Finally, the chapter will give the conclusion of the research.



Chapter 2 : Literature Review
2.1 Introduction

This chapter discusses the empirical and theoretical literature on factors of economic growth.

Theoretical literature focuses on selected theories of economic growth.

2.2 Economic context of Malawi

Malawi is a landlocked country in south eastern Africa with a GDP of USD7.667 billion. GDP per
capita for Malawi was USD411.55 as of 2019 with an annual growth rate change in GDP of 4.4%.
Its Gross National Income is reported at 20.13 billion PPP dollars. The country has an estimated
population of 18.6m in 2019 which is expected to double by 2038 (World Bank, 2020). According
to African Development Bank Country Strategy Paper for 2013 -2017, Malawi ‘s economy is
narrowly based with Agriculture sector being the main source of growth and exports. AFDB (2013
-2017) reports that the sector represents approximately 37% of GDP and that it employs nearly
80% of the labour force. AfDB (2013-2017) also reports that the sector accounts for 82.5% of
foreign exchange. The other sectors that significantly contribute to GDP are wholesale and retail
trade which includes hotel industry and restaurants. This sector collectively contributes 24% to
GDP indicating the significant contribution of tourism to Malawi economic growth (AFDB, 2013-
2017). World Bank (2020) projects a contraction in real GDP per capita growth at 1% due to the
pandemic. Population growth is estimated at 3% and as a result the real GDP per capita will further
contract. The education sector is usually the highest funded sector in recent years at about 17.6%
of the budget. This is closely followed by agriculture which earns 16.2% of the budget. Other
sectors of the economy that are receiving considerable budgetary allocations include healthcare
which gets 9.3%, transport and ICT at 6.9% and energy at 6.2% (World Bank, 2020)

2.3 Overview of Public debt in Malawi

Domestic debt has been issued in Malawi since the 80°s but the debt exposure started to deteriorate
between 2001 and 2004 (Kumbatira, 2008). In the study to propose debt sustainability strategies,
Kumbatira notes that the increased indebtedness has resulted in a high interest regime which has
negatively affected the government’s ability to sustainably allocate resources for critical poverty

alleviation expenditure. The International Monetary Fund (IMF) (2017) indicated that Malawi



faced a moderate risk of debt distress based on the assessment of external debt with heightened

vulnerabilities related to domestic debt.

Kumbatira (2008: p12) defines domestic public debt is as “borrowings in local currency (Malawi
Kwacha) from domestic or foreign sources.” From this definition, Kumbatira therefore explains
that domestic debt comprises borrowings from the local banks, such as the Reserve Bank of
Malawi, commercial banks, non-bank financial institutions, corporate sector, foreign investors and
individuals contracted in form of “issuance of marketable and non-marketable instruments with
the major proportion being in marketable securities such as treasury bills. Kumbatira (2008) further
points out other instruments can be used to contract debt. These instruments include Local
Registered Stocks, which are split between treasury bonds and treasury notes; Ways and Means,

arrears; and contingent liabilities among others (Kumbatira, 2008, p. 12)

The IMF (2017) reports that over the recent years Malawi had accumulated debt more rapidly than
before 2017, to the extent that its debt levels are higher compared to those of other Sub-Saharan
Africa countries. It is further observed that the debt levels have more than doubled to around 54%
of GDP in 2017 from around 28% of GDP in 2007 resulting in the country’s debt standing above
SSA median debt levels (IMF, 2017) of the Poverty Reduction Growth Trust eligible countries.
Figure 2.1 below graphically demonstrates that Malawi public debt levels have been growing at
levels that are far above the Sub-Saharan median and this may be cause for a careful analysis of

public debt levels in Malawi.
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Figure 2-1: Total Public Debt—SSA PRGT Eligible Countries (Percent of GDP),
(Source: WEO data and IMF staff calculation.)

The IMF (2017) reported that the composition of Malawi’s debt shows a progressive shift from
borrowing externally to domestic borrowing. The IMF (2017) report argues that the shift is largely
due to three things including the growing fiscal deficits during the period 2013 to 2017, the
securitisation of domestic arrears, and the withdrawal of funding by different donors. The graphs
in Figure 2.2 show the shift in the composition of debt with domestic debt beginning to grow
proportionately over the period represented in the graphs. In addition, the graphs clearly indicate
that domestic debt is expensive when compared to external debt based on the interest expense that

is payable.



Total Public and Publicly Guaranteed Debt Interest Expenses
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Figure 2-2: Total Public and Publicly Guaranteed Debt and Interest Expense:

(Sources: Malawian authorities and IMF staff calculation.)

2.4 Conventional View of Public Debt

Elmendorf and Mankiw (1999) state that Conventional view of public debt holds the view that in
the short-run output is determined by demand. As a result, EImendorf et al. (1999) asserts there is
therefore a positive effect created by fiscal deficits or higher public debts on disposable income,
aggregate demand and output. EImendorf et al. (1999) reason that this positive, short-run effect of

budget deficit is markedly noticeable if the output is below capacity.

In the long run, the effects of increase in public debt changes. Cochrane (2011) as quoted by
Gbmez-Puig and Sosvilla-Rivero (2017) argues that in the long-run the view is different if the
decrease in public savings resulting from a higher budget deficit is not fully compensated by an
increase in private savings. Cochrane (2011) as quoted by GAmez-Puig et al. (2017) argues that
this results in a decrease of national savings, which translates in lower total investment. Therefore,
asserts Cochrane (2011) as quoted by Gomez-Puiq et al. (2017) that the decrease in national
savings will inevitably have a negative effect on GDP since low investment will lead to small

capital stock, higher interest rates and lower productivity and wages. The resulting negative effect
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on public debt is therefore further magnified by distortionary taxes which may be employed as a

form of fiscal adjustment to rein on the debt.

The Ricardian equivalence on the other hand is a type of neutrality position that states that
assuming a particular government policy does not have any important effect (Mankiw et al., 1999).
According to EImendorf and Mankiw (1999) the Ricardian equivalence takes a different view from
the conventional view of debt. It essentially argues that whilst conventional view would take the
viewpoint that a fiscal stance that reduces taxes without reducing government expenditure today
or in the future should stimulate consumption, reduce national savings and capital accumulation
in the process depressing long-term economic growth. This effect changes when the Ricardian
equivalence theory is considered. The government policy is not expected to have any effect if

Ricardian equivalence theory holds (Mankiw et al., 1999: p32).

The view by Traum and Yang (2010) gives another perspective on the finding. Traum and Yang
(2010) estimate a new Keynesian model with a detailed specification. In this model an account is
made for the dynamics between fiscal and monetary policy interactions and fiscal adjustments
induced by debt accumulation. It is found that most fiscal instruments respond to debt
systematically. For instance, they argue that government is seen to reduce its purchases and
transfers whilst increasing taxes when government debt-to-output ratio rises as a way of reining
on debt growth.

Furthermore, Traum and Yang (2010) posit that there is no systematic reduced- form relationship
between government debt and real interest rates, arguing that any crowding out effect resulting
from government debt depends on the magnitude of the policy innovations brought about by the
debt growth. The effect would depend on the distortionary fiscal financing and monetary policy in
response to debt accumulation. For instance, they argue that increases in future capital and labour
taxes, which are necessary to offset debt accumulation, have a negative impact on investment. In
addition, responses of the real interest rates and investment may be influenced by how aggressively

the central bank stabilises inflation and output.

2.5 Economic Growth theories

Economic growth is a matter that attracts a lot of discussion given the interest that every

government has in economic growth. Over the years economic growth has been studied and several
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theories have been promulgated. The principal theories that have been discussed are the Stages of
Economic Growth theory whose major contributors include the Harrod-Domar growth model, the
Solow neo-classical growth model (Todaro & Smith, 2015) and also the theory of debt and

economic growth.

2.5.1 The Theory of Stages of Economic Growth

The theory of Stages of Economic Growth was first advanced by Rostow (1959) who postulated
that a country goes through a series of stages on its way to economic development, ranging from
take-off to self-sustaining (Todaro & Smith, 2015). The theory argues that for any economy to
take off it needs to mobilise domestic and foreign savings which would capacitate it to generate
enough investment to accelerate growth (Todaro & Smith (2015), p120). This thinking links
closely to the Harrod-Domar growth model which theorises that for any economy to grow it must
save a proportion of its national income (Todaro & Smith, 2015). These savings would help the
country to replace impaired capital goods. If this view holds, then it is necessary that there should
be net addition to the capital stock in order to grow an economy. It can be seen from the discussion,
therefore, that the Harrod-Domar economic growth model makes the following assumptions
(Todaro & Smith, 2015):

1. The first assumption is that Savings leads to investment and this is represented mathematically

as S=I where S is the Savings ratio and | is the Investment, (Todaro & Smith, 2015, p.123)

2. The second assumption is that Investment in turn leads to changes in capital stock represented
mathematically as I=AK (Todaro & Smith, 2015, p.123)

3. The third assumption is that there is a constant capital-output ratio which implies that for every
amount of capital in a given country there is a corresponding output whose ratio to capital is

constant. This is represented mathematically as r :i—l; (Todaro & Smith, 2015, p.123)

From the foregoing, therefore, the Harrod-Domar economic growth model derives the following

economic growth model:

_As

Ay_Ar

where y is the gross domestic product, s is the savings amount and r is the capital output ratio.
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2.5.2 Solow Neo-classical Growth Model

Closely linked to the theory as espoused by the Harrod-Domar growth model is the Solow neo-
classical growth model (Todaro & Smith, 2015). This theory was first espoused by Nobel laureate
Robert Solow who added labour force and technology to the economic growth model. The crux of
the Solow growth model is that economies must end up to the same level of income if their savings
ratio, depreciation, labour force growth, and productivity are the same (Todaro & Smith, p120).
The Solow theory of economic growth differs from the Harrod-Domar growth model in that this
model makes allowance for substitution between capital and labour (Todaro & Smith, 2015).
Prescott (1998) citing Solow (1970) in the review of the Solow neo-classical growth model
explained that Solow models mimicked the basic growth fundamentals which infer that on average
real output per worker would normally grow at roughly constantly rate, and the growth of tangible
capital stock tends to grow at the same rate as well. This, as a result, leads to the rate of
capital/output ratio being constant. In this case, Prescott (1998) citing Solow (1970), notes that the

capital’s share of income is also constant and so is the growth of output per worker and real wages.

The varying theories of economic growth indicate that there are possibly many factors that impact
economic growth in a given country and that the impact varies depending on the country’s
economic fundamentals. This is the reason that this study will set out to investigate the impact of

domestic debt on economic growth in Malawi.

2.6 Empirical Literature on Debt and Economic Growth Relationship

Saungweme & Odhiambo (2018) conducted an extensive study of the body of literature on the
impact of public debt on economic growth. Their analysis found that literature has generally
advanced four theories of public debt and economic growth relationship. There are those studies
that conclude that there is a neutral relationship between public debt and economic growth;
effectively arguing that public debt has no impact on economic growth and is called the Ricardian
Equivalence Hypothesis. Secondly, there are those studies that argue there is a negative impact of
public debt on economic growth. Thirdly, there are studies that argue for the positive impact of
public debt on economic growth. Finally, other studies assert that there is a non-linear relationship
between public debt and economic growth. This literature is further discussed in detail in the

following sections.
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2.6.1 Non-linear relationship between public debt and economic growth

In the study that sought to examine the effect of public debt on growth whilst controlling for
institutional environment in which the debt is incurred, Kutivadze (2011) had an interesting finding
on the impact of external and domestic financing. The study grouped countries by income levels
for the period covering 1990 to 2007. It was established that regression outcomes pointed to the
existence of a non-linear relationship between total public debt and economic growth in the subsets
of middle- and low-income countries. It was also established that this non-linear relationship
mainly arose as a result of the external debt other than the domestic debt component. It was
therefore concluded that high levels of external debt are associated with low rates of GDP growth
per capita. The study posited that this relationship was not established with domestic debt, as in
this case, high levels of domestic debt were not necessarily associated with low levels of economic
growth.

Kutivadze (2011) also brings another noteworthy insight which argues that there is a strong link
between financial development and growth across a subset of middle-income countries. This
finding highlights the fact that debt structure is relevant to growth, thus noting the importance of

the development of the domestic bond markets in order to promote long-lasting economic growth.

Kumar and Woo (2010) also attest to the existence of a non-linear relationship between public debt
and economic growth. They argue that there is some evidence of non-linearity with only debt levels
of as high as above 90% of GDP having a negative effect on growth. The effect is largely
attributable to the slowdown in labour productivity due to reduction in investment and reduced
growth of the capital stock per worker.

Dogan and Bilgili (2014) employing the Markov Regime-Switching model in analysing external
debt for Turkey, covering the period 1974 to 2009, rejects the null hypotheses at 1% significance
level, which suggests that the two alternative models are linear. This leads to the conclusion that
the relationship between economic growth and debt is non-linear. This is also a view supported by
Fosu (1996) who found that the impact of debt on growth in the long-term is non-monotonic. It
was established that in Sub-Saharan Africa the relationship is positive at low levels of investment.
However, that relationship shifts to negative after a GDI/GDP threshold of about 16%. This finding
points to the complicated relationship between debt and growth and the fact that this relationship

is not linear. Adam and Bevan (2001) argue that for a given debt, the impact of the deficits is non-
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linear and ambiguous. The findings suggest a non-linearity in the relationship between growth and
fiscal deficits for a sample of developing countries. These non-linearities may emerge from
interactions between the size of the deficit and growth, and the interactions between deficit and
public debt. Casares (2015) demonstrated analytically that there is a non-linear relationship
between public debt and economic growth. It was found that there was a positive impact on the
tradable sector following an increase in the external public debt to GDP ratio (Casares, 2015).
Thus Casares (2015) attributes this finding to the fact that the depreciation of the real exchange
rate resulted in the increase in the fraction of labour employed in the tradable sector and he
therefore explains that this results in the reduction of the proportion of non-tradable capital thereby
increasing the tradable capital. Furthermore, Casares (2015) demonstrated the existence of an
inverted U-shaped relationship between public debt and economic growth and described that the
non-linearity between public debt and economic growth was explained by two opposite effects on
the growth rate of the economy. Therefore, Casares (2015) argues that the first effect — which
explains the positive relationship — is that the increase of external public debt results in the decrease
of relative prices of non-tradable goods. This results in the tradable sector attracting more resources
and this benefits growth rate since the tradable sector is a technological leader. The second opposite
effect according to Casares (2015) that explains the negative effect is that, when the external public
debt increases, the country risk premium increases, and interest payments on the private and public
debt increase. Casares (2015) goes on to argue that this results in the decrease of the household
disposable income and the savings to GDP ratio, which also results in the reduction of resources

for capital accumulation. Consequently, the growth rate declines.

2.6.2 Neutral Relationship of Public Debt on Economic Growth

As indicated earlier, other studies argue that there is a neutral relationship between public debt and
economic growth. For instance, studies by Ahlborn and Schweickert (2015) find that there is a
neutral growth effect for low public debt. However, the study also establishes that this relationship
tends to negative once debt levels reach around 60% of GDP. Dar and Amirkhalkhali (2014) agree
with this finding in their paper in which they attempted to empirically investigate the impact of
public debt on economic growth for a group of 23 industrialised countries within a production
function framework. It was found that whilst the public debt coefficient was negative this was
statistically insignificant making a case for a neutral relationship for debt levels below a certain
threshold.
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2.6.3 Positive Impact of Public Debt on Economic Growth

Chiu and Lee (2017) further found that increase in public debt has the impact of stimulating
economic growth for countries with high- and low-income levels with varying degrees of
sensitivity. The sensitivity of impact on economic growth for additional public debt is high for low
income countries suggesting that, in terms of policy, countries should borrow appropriately in line
with their income levels. Da Veiga, Ferreira-Lopes, & Sequeira, (2016) agree with this finding as
they conclude that economies in Africa generally grow more when public debt is within the 30-
60% limit of GDP, therefore exhibiting an inverted U relationship between economic growth and
debt. Da Veiga et al., (2016) however, observed an opposing trend when evaluating the
relationship between debt levels and inflation. Their study concludes that a high level of
indebtedness is associated with high inflation rates. Chiu and Lee (2017) also concur with this
finding as their study found that government debt has the effect of reducing economic growth of
the country if it is taken above a certain threshold in high risk environments. Chiu and Lee (2007)
also explain that public debt stimulates economic growth if it is taken by low risk countries. From
this study, the authors make a recommendation that governments which seek to finance their
budgets through increased uptake of debt, with a view to stimulating economic growth, should
ensure that they have put in place measures that reduce political risk, and have the capacity to

finance their debts to reduce their country’s risk.

It is important to note that the views espoused by Da Veiga et al., (2016) are supported by the debt
Laffer Curve theory which states that there is a non-linear relationship between debt and economic
growth (Megersa, 2015). In this theory, it is espoused that at certain levels domestic debt will
initially accelerate economic growth because it mobilises resources, which are then used to finance
budget deficits. The theory, however, posits that an economy slides into a debt overhang as stock
of domestic debt increases and this results in a decline in levels of economic growth. This is an
obvious result of high debt servicing costs which reduces resources that should otherwise have
been directed to productive investments. Further, the high debt tends to crowd out private
investment, and issuance of debt may trigger a rise in interest rates, which will also have a negative
effect on investment funding. Ndoricimpa (2017) confirms the presence of nonlinearities on the
impact of debt on economic growth noting, however, that the estimations reflect the impact of debt

on economic growth as significant if natural resources are included, regardless of whether the debt

16



regime is below or above threshold in general. Ndoricimpa (2017) asserts that low debt is neutral

or growth enhancing, whilst high debt is found to be consistently detrimental to economic growth.

Megersa (2015) focussed on low-income Sub-Saharan African countries and specifically tested
for the presence of the Laffer Curve theory. The study concluded that there was indeed robust
evidence that supported the view that lower levels of public debt contributed positively to
economic growth and higher levels of debt are associated with negative economic growth. Babu,
Kiprop, Kalio and Gisore (2015), using data covering the period 1990-2010, empirically examined
the effect of domestic debt on economic growth in the East Africa Community (EAC). The study
by Babu et al. (2015) revealed that expansion of domestic debt has a positive effect on economic
growth of the EAC member countries, whilst establishing in the same study that terms of trade

volatility could negatively affect the economic growth of the region.

Fincke and Greiner, (2015) investigated the relationship between economic growth and public debt
by focusing on eight emerging economies. Unlike many studies that have found a negative
relationship between these variables, or an inverted U-shaped relationship, it was concluded in
their study that there is a significant positive correlation that exists between public debt to GDP
ratio and eventually economic growth. It is possible that one of the reasons could be that the sample
countries had not accumulated enough debt to reach the tipping point and begin to experience a U-
shaped relationship, since the focus was on emerging economies. Indeed Fincke and Greiner
(2015) noted in their paper that comparatively the GDP/Debt ratios of the eight countries studied
was lower on average than those where the U-shaped relationship had been observed. In a similar
study, Tchereni, Sekhampu, and Ndovi (2013) examined the relationship between external debt
and economic growth in Malawi using time series data for the period 1975 to 2003. They found
that there is a negative relationship between economic growth and external debt, even though this
was found to be statistically insignificant. As a result, the study concluded that, as a policy

recommendation, the government should not place heavy reliance on foreign debt.

Ferreira (2009) confirms that there is a Granger causality relationship between the growth of the
real Gross Domestic Product (GDP) per capita and the public debt. This was represented in the
study by the ratio of the current primary surplus/GDP and the ratio of the gross Government
debt/GDP (Ferreira, 2009, pl10). In this study Ferreira (2009) further concludes that this
relationship is bi-directional. This finding is supported by Patillo et al. (2002 & 2004) in their study
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which concludes that at low levels economic growth is positively affected by external debt whilst
the relationship is negative at high levels. On the other hand, Presbitero (2005) finds an outright

clear negative relationship between debt and economic growth at any level.

Mbate (2013) further found results consistent with the Laffer Curve theory. In his study, he found
that it was confirmed that a non-linear relationship exists between domestic debt and economic
growth. The study noted that an increase in domestic debt resulted in an accelerated economic
growth, but this growth began to stagnate when debt levels surpassed certain thresholds. This view
is supported by Reinhart and Rogoth (2010) who argued that domestic debt results in economic
growth but only within certain thresholds.

Putunoi and Mutuku (2019) on the other hand, in a study on the impact of domestic debt on
economic growth in Kenya, observed that domestic debt expansion has a positive, significant effect
on economic growth. The same study further observed that this debt, when it reaches excessive
levels, can be inflationary and have a crowding out effect on private sector borrowing. Owusu-
Nantwi and Erickson (2016) employing Vector error correction and Johansen cointegration
analysis, examined the relationship between public debt and economic growth in Ghana and the
results indicated that public debt significantly positively impacted on economic growth in the short

and long term.

2.6.4 Negative Impact of Public Debt on Economic Growth

Studies by Schaclarek (2004) on the other hand concluded that based on the results of 59
developing countries and industrialised countries there is always a negative and significant
relationship between total external debt and economic growth for developing countries. This robust
relationship was not evident in the industrialised countries suggesting that for developed countries
higher public debt levels are not necessarily associated with lower GDP growth rates. Further to
this view, Egert (2013) sought to test further the finding by Reinhardt and Rogoth on the debt
threshold beyond which the economy starts to experience negative growth. In this study Egert
(2013) employed non-linear methods and found that some evidence exists in favour of a negative
relationship between debt and growth, and further noted that these results were sensitive to the
time dimension, country coverage considered, data frequency and assumptions on the minimum
number of observations in each nonlinear regime. Egert (2013) further showed that whilst previous
empirical studies have validated the 90% public debt ceiling as argued by Reinhart—Rogoth beyond
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which economic growth slows down, the number 90% is not a magic number. Negative economic
effects can take effect at public debt to GDP ratio at levels as low as 20% - 60%. In concluding his
study, therefore, Mbate (2013) challenges governments to develop country specific domestic debt
management strategies that integrate debt ceilings in order to limit domestic borrowing.

Furthermore, Adofu and Abula (2010), in their study of the relationship between economic growth
and domestic debt in Nigeria for the 1986-2005 period, concluded that domestic debt had a
negative effect on the economic growth. These findings are supported by studies by Panizza and
Presbitero (2012) which utilised the instrument variable approach when analysing the effect of
debt on the growth of the economy for a number of Organisation for Economic Cooperation and
Development nations. In their study Panizza and Presbitero (2012) posited that a negative
connection was established between public debt and economic growth. As a result, Adofu and
Abula (2010) recommended that domestic debt needed to be discouraged and the authorities should

focus instead on broadening the tax revenue base.

Saungweme and Odhiambo (2018) therefore posited that, given all these conflicting views in the
vast body of literature, the impact of public debt on economic growth is not that straightforward
and the assertion that public debt is bad for economic growth is founded on prima facie evidence
and should be taken with caution. This theoretical background is also supported by studies
conducted by Mergesa and Cassimon (2014) who observed that whilst the concern over the
sustainability of public debt and its negative effects on economic growth is based on sound
theoretical background, it should be emphasised that effects on different countries will not be the
same. Specifically, Mergersa et al. (2014) noted that it is misleading to expect that rising levels of
public debt will have similar impacts on economic growth across developing countries which have
strong and weak public sector management quality respectively. Mergesa et al. (2014) finds the
same pattern of negative relationship between public debt and economic growth when the data set
does not consider cross-country differences in public sector management. However, when public
sector management quality is considered, then public debt displays a negative relationship in weak
countries with weak institutions whilst a positive relationship is displayed in countries with strong
public sector management systems. In the same study, it was also found that there is evidence of a
significant non-linear relationship between public debt and economic growth if the whole data set

is considered. This is not the case when public sector management quality is considered. The
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relationship displays a higher debt sustainability threshold for countries with strong public sector

management.

Abbas and Christensen (2010) suggest that the contribution of domestic debt to growth seems more
evident at domestic debt to deposit ratio of 35% and asserts that a ratio higher than that will strangle
economic growth. This finding gives credence to the argument that domestic debt crowds out the
lending to the private sector whilst at the same time preferring an argument that domestic debt is

beneficial at certain optimal levels.

Furthermore, Abbas and Christensen (2010) explain that the optimal size is dependent on quality
and sensitive to its quality, arguing that high levels of domestic debt can lead to economic growth
if the debt is issued in the form of marketable securities which bear positive interest, and is also
issued to non-banking investors. The issuing to non-banking investors supports competition in the

financial sector.

Interestingly, Christensen (2005) also found that financing domestic debt was far more expensive
when compared to external borrowing. He cited countries like Malawi, Ghana, Kenya among

others that had set aside as much as 15% of their revenues in order to service domestic debt.

Akram (2018) in a study on the relationship of debt to investment in Pakistan observed that
domestic debt had a negative and significant relationship with investment. This finding suggested
that domestic debt had the effect of crowding out private sector investment. The same study,

however, noted that domestic debt did not have a significant relationship with per capita GDP.

2.7 Chapter Summary

It can be broadly surmised from the literature that there are divergent views and a broad range of
empirical on the impact of domestic debt on economic growth. It can also be surmised that whilst
it is generally agreed by others that domestic debt is beneficial to the growth of the economy, there
is also empirical evidence that suggests this this benefit is only applicable when the debt levels are
within a certain threshold. This nonlinear relationship is exhibited in the response of growth to
varying levels of debt with a marked negative growth at higher debt levels. When debt grows
beyond certain limits it is reminiscent of the debt intolerance phenomenon as explained in
Reinhart, Rogoff, and Savastano (2003). This essentially says that market interest rates rise

significantly when debt reaches debt tolerance ceilings, and this may have an effect on economic
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growth. There is also other empirical evidence that suggests that domestic debt can be beneficial
only if certain country specific structures are in place. Zaidi (1997) for instance, argues for the
productive use of domestic debt or foreign debt as long as the real rate of economic growth exceeds
the real rate of interest on the government debt. It is for this reason that this paper, using time series

data, will seek to investigate the impact of domestic debt on economic growth in Malawi.

It is also evident from the numerous empirical studies that a number of these studies employed the
research methodology that included econometric techniques such as regression analysis and unit
root analysis. This study will adopt some of these models and this is explained in the following

chapter on research methodology.
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Chapter 3 : Research Methodology
3.1 Introduction

This chapter presents the research methodology that was adopted in this study to guide the data
collection, analysis of data and its findings. The first section introduces the research approach
giving clarity on the focus of the study and the type of data that will be collected. The second
section discusses the source of data, the population and the sample period. Thus, the research
approach is discussed in section 3.2. This is followed by section 3.3 which presents the population
and sample period with subsection 3.3.1 discussing data collection. Section 3.4 presents the
measurement and discussion of the variables which have been adopted in the research. Finally,
section 3.5 details the estimation approach which reviews the integration of the variables using
unit root tests, followed by an analysis of the co-integration of the variables and thirdly the analysis

concludes with a review of the short- and long-run effects.

3.2 Research approach

According to Saunders, Lewis, and Thornhill. (2007) research can generally assume three
approaches, which are qualitative, quantitative and mixed methods. Qualitative research makes
use of non-numerical data or data which cannot be quantified. Quantitative research makes use of
numerical data or data which can be quantified, while the Mixed Methods approach makes use of
both qualitative and quantitative approaches. This research has adopted a quantitative research
design based on the research questions and problem of this study. The research question for this
study seeks to determine the impact of domestic debt on economic growth in Malawi. The variables
of the study are therefore domestic debt and economic growth and both measures are quantifiable.
It is therefore possible that a causal relationship between these variables can be determined
statistically. It should be noted, however, that the qualitative method could have been used to
examine the impact of domestic debt on economic growth, but this is not considered the most
appropriate method in this context because the qualitative method is most effective for data that
are based on meaning, expressed through words, where results are collected in non-standardised
data requiring classification into categories and analysis conducted through use of themes and

conceptualisation (Saunders, Lewis & Thornhill, 2007)
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3.3 Data source and sample period

Secondary economic data sourced from World Bank and Reserve Bank of Malawi is used. This
data spans the period 1984-2015. For the central limit theorem to hold in order to pass the normality
test, the observations must not be less than 30, otherwise there will be a loss of degrees of freedom
(Gujrati, 2004). The World Bank, Reserve Bank of Malawi and National Statistical Office all
collect and periodically compile time series macroeconomic data. These data are tested and
verified by their statistics and research departments before being published for other uses. The
economic data specifically focuses on variables such as domestic debt, gross domestic product,
population growth, inflation, investment and private credit, government consumption expenditure

and capital formation.

3.3.1 Model Specification

This study relies on secondary time series data for the period 1984-2015 obtained from
International Monetary Funds, Reserve Bank of Malawi and National Statistics Office in Malawi.
The data is then subjected to correlation analysis in order to do a preliminary review of direction
of relationship of the variables. The preliminary review helps in identifying expected signs for
regression method and which are formed at the correlation coefficient analysis stage. The data is
initially subjected to descriptive statistics in order to understand patterns and relationships.
Following this, a growth model attempting to collate the impact of some of the key macroeconomic
variables on economic growth in Malawi is formulated leading to a multiple regression model as

posited by Phiri and Tchereni (2013) as well as Tchereni and Sekhampu (2013) as follows:
GDPt =a+ ﬁlGOVDt + ﬁzGOVEt + ﬁ3INFLt + +ﬁ4POPGt + ‘Ut

In the model, GDPt is the economic growth rate in year t which is a dependent variable and is the
subject of this study. In the model coefficient a is the y-intercept whilst the coefficients to be
estimated are denoted as 3, tof,. Section 3.4 discusses the variables that have been employed in

the model in greater detail.
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3.4 Variable description and measurement

3.4.1 Economic Growth

Economic growth can take a number of forms depending on the context of the discussion.
However, Rao (2003) defines economic development as a comprehensive process which includes
improvements in all sections of society in areas such as the wellbeing of the total population on a
sustainable basis whilst simultaneously minimising abject poverty and economic deprivation of
society. The Organisation for Economic Cooperation and Development (OECD) on the other hand
is more specific in its definition of economic growth. OECD (2016) defines economic growth as
a subset of economic development with a focus on improvement on Gross Domestic Product
(GDP) from one period to another period. Burda and Wyplosz (2009) defines real GDP as the final
market value of goods and services within a given year when valued at constant prices. An
assessment of GDP growth is measured as the annual percentage growth rate of GDP at market
prices on constant local prices. Callen (2018) takes the view that another measure preferred by
policy makers is the real GDP growth rate. This is the GDP that considers the total value of
economic output adjusted for inflation. It is argued that this is preferred because it gives more
accurate comparisons of economic growth over time. Callen (2018) asserts that if inflation is not
adjusted for, nominal GDP would tend to rise over time even though the level of economic activity
may have remained flat. Alternatively, Congressional Research Service (2019) argues that real
GDP per capita which is calculated as a country’s GDP divided by its population is used as a
measure of economic growth for comparison over time across countries because it accounts for
differences in population. lvic (2015) defines economic growth as a consistently increasing volume
of production in a country or an increase in GDP. Such growth, according to Ivic (2015), can also
be measured as GDP per capita and that this is expressed as economic growth in economic theory.
In agreement with this definition is Haller (2015), who defined economic growth as increase in
national income per capita. Haller (2015) therefore defines economic growth as the process of
increasing sizes on national economies, measured through macro-economic indicators especially
GDP per capita. This study therefore adopts the definition of economic growth as measured by

GDP per capita growth rate.

24



3.4.2 Government Domestic Debt (GOVD)

GOVD is the government domestic debt and empirical research shows varying relationships to
economic growth with other studies finding that there is no effect on economic growth which
results from government debt. In other studies, it has been established that government debt
actually has negative effect on economic growth, whilst still others have established that a positive
relationship exists between government debt and economic growth. Government domestic debt is
defined as borrowings in local currency (Malawi Kwacha) from domestic or foreign sources
(Kumbatira, 2008). Spilioti and Vamvoukas (2015) in their study of the Greek economy on the
relationships between debt and economic growth concluded that there is a statistically significant
relationship between the two variables and that this relationship is positive for debt to GDP levels
at about 110%. It is for this reason that there is an increased accumulation of interest payments as
debt increases and which eventually leaves the country with fewer resources for investment in the
productive sectors of the economy. It is based on this understanding that this study hypothesises a

negative relationship between Gross domestic debt beyond certain levels to economic growth.

3.4.3 Government Expenditure (GOVE)

GOVE is government expenditure which is expected to be positively correlated as government
spending is expected to spur investment. Shim (2003) defines government expenditure as the
acquisition of goods and services for current or future use. It can be argued that increased
government expenditure helps to create jobs which means more disposable income for people. The
disposable income will either be channelled into savings which will increase the savings ratio for
the country or more goods and services will be demanded, which in turn spurs the need for
increased production and provision of services. Government expenditure is a derivative of the
revenue generated by the government principally from taxes. If the government does not balance
its budget and runs on a deficit it means that its revenue sources are insufficient to cover its capital
and recurrent expenditure. This puts pressure on the government to borrow thereby directly
affecting the level of development. Wagner’s theory argued that increased government expenditure
in selected areas such as health and education may spur economic growth resulting high labour
productivity. The increased labour productivity, it can be assumed, provides a productivity factor
necessary for economic growth. Alsharhaani and Alsadiq (2014) argue that government
expenditure may positively impact private domestic investment and public spending resulting in

economic growth. Furthermore, in agreement with Wagner’s theory, Alsharahani and Alsadiq
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(2014) reason that government expenditure is dictated by the size of the government. However,
the relationship between government expenditure and economic growth can also sometimes be
negative as this public expenditure has to be financed and this funding is either sourced from debt
or taxes. This results in a policy dilemma as governments have to grapple with policy decisions on
the most efficient way of spending, which would translate into economic growth. Mitchell (2005)
in a study designed to investigate the impact of government spending on economic performance
had, interestingly, concluded that a large and growing government may actually not be a conducive
factor for economic growth. Mitchell (2005) noted that there are indeed circumstances in which
lower levels of government expenditure would result in higher economic growth in the same way
as higher levels of spending have in certain circumstances led to economic growth. Indeed, studies
by Easterly and Levine (2001) have posited that there is actually a negative relationship between
government spending and economic growth. This study hypothesises a positive relationship

between government expenditure and economic growth.

3.4.4 Inflation (INF)

INF has tended to command significant attention from central banks in recent times. Inflation is
the annual percentage change in the cost of goods and services measured over a period of time.
Most banks have placed emphasis on price stability. It is noted that monetary policy, whether
applied in form of interest rates or growth of monetary aggregates, has tended to focus on the
achievement of a low and stable inflationary environment. This is presumably because central
banks have generally viewed inflation as costly. It is thought that businesses and households
perform poorly in unpredictable and high inflation environments. Barro (1996) finds that the
estimated effect on economic growth is significantly negative when some plausible instruments
are used in the statistical procedures. This leads to drawing conclusions that the relations reflect
causation from higher inflation to reduced economic growth. Studies by Thilrwall (1994) suggest
that inflation levels of between 5% to 8% might be the reasonable threshold for economies to
achieve positive economic growth. It is very tempting for governments following an inflation
target regime to benchmark against this metric. It would also be interesting to see what happens to
economic growth and debt patterns in different inflationary environments. Fischer (1993)
identified a positive non-linear relationship between low inflation rates and economic growth. This
finding is supported by Bruno and Easterly (1998) as their study established that a negative

relationship exists between high inflation rates and economic growth. The study did not, however,
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provide evidence to support the fact that low inflation rates enhance economic growth. This study

hypothesizes a negative relationship between inflation and economic growth.

3.4.5 Population Growth (PoPG)

PoPG refers to population growth. It is the growth of a population from a period t to period t+1.
The growth is measured by the percentage increase of annual population from one period to
another. Previous empirical studies, including studies by Chang et al ., (2014) have suggested that
growth in population is likely to increase the strength of the labour force and also the number of
consumers in an economy, even though some studies have suggested a negative relationship
between economic growth and population growth. In their study, Chang et al. (2014) whilst
analysing a panel of 21 countries for the period 1870-2014 confirmed the existence of a positive
relationship between population and economic growth. The study also noted that a few countries
displayed a negative relationship. Chang et al. (2014) further identified production, consumption
and savings as key drivers contributing to such positive relationships. This study takes the view
that such a positive relationship may be applicable for developed countries. It may not necessarily
be the case for developing countries and thus hypothesises that population growth is negatively

correlated to economic growth.
In the model, u is the error term which represents all the other variables of note which may not

have been included in the model specification as, for practical purposes of the model, not all
variables might have been included; hence the need to include the error term to take care of the

envisaged errors. The data collection focused on the variables presented in Table 3.1.

Table 3.1: Variables in the regression model

Variable | Definition Source Expectation

GDP GDP per capita growth rate World Development Indicators

GOVD | Government domestic debt as a Reserve Bank of Malawi _
percentage of GDP

GOVE | Government consumption World Development Indicators
expenditure as a percentage of +
GDP

INF Inflation rate International Monetary Fund _

POPG Population growth rate World Development Indicators _
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3.5 Estimation Approach

This research is cognizant that, although the research is reliable and scientifically sound, there is
always a possibility that an outlier event may negate the findings. The validity of the results and
finding can be authenticated by other researchers as the sourced data and methodology will be
made available and discussed fully in the paper. In addition, the consistency of the findings was
reinforced by stationarity, unit root and cointegration tests among others. Furthermore, since the
study employed ARDL which is a linear regression model, all underlying assumptions under the
linear regression model and the model’s goodness of fit were also verified through various
diagnostic and stability tests. The testing of the assumptions included the Ramsey RESET linearity
test, the Jarque-Bera normality test, the test on homoscedasticity using the Breusch-Godfrey test,
the correlation test using the Breusch-Godfrey LM test and the stability test using the cumulative
sum of recursive residuals (CUSUM) test.

3.5.1 Unit Root Test

In employing Ordinary Least Squares (OLS) in a time series, it is assumed that the dependent and
explanatory variables are stationary. The stochastic process of the dependant and explanatory
variable is assumed stationary and ergodic and if not, it is non-stationary. As a result, the
assumption is made that OLS results are spurious unless the dependent and explanatory variables
cointegrate. Nelson and Plosser (1982) provide statistical evidence that many US macroeconomic
time series have stochastic trends, and these are also called unit root processes, or processes

integrated of order.

A non-stationary time series might need to be differenced more than once before it becomes
stationary. A time series that becomes stationary after d number of differences is said to be
integrated of order d. Granger and Newbold (1974) showed that de-trending does not eliminate the
problem of spurious correlation, and the superior alternative is to check for co-integration for
integrated processes. Thus, the standard current methodology for time series regressions is to check

all time series involved for integration.

In this study tests of integration of the variables are performed and followed by further tests of
non-stationarity, which were undertaken primarily with a view that a regression between time
series that were non-stationary may result in a spurious regression. This situation would result in

a high coefficient of determination even though the variables may be unrelated. In addition,
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Asteriou and Hall (2011) observed that estimating a regression model in which time series are non-

stationary could result in hypothesis tests on the estimated parameters being invalid.

3.5.2 Co-integration

Co-integration is an econometric concept that imitates the existence of a long-run equilibrium
among underlying economic time series that converges over time. This property is of significance
in modern time series analysis because time series often have trends that are either deterministic
or stochastic. According to Nkoro and Uko (2016), Co-integration establishes a stronger statistical
and economical basis for empirical Error Correction Model (ECM) in the process bringing together
short run and long run information in model variables. The variable must integrate and if they do
not co-integrate, the regression is said to be spurious, and yields results which are meaningless.
Co-integration is therefore the ideal tool for determining the presence of equilibrium between

variables and is a requirement for economic models using non-stationary time series data.

The Autoregressive Distribution Lag (ARDL) regression model will be applied to test the long-
run relationship between economic growth and government debt. This method according to
Egbetunde et al. (2013) has three main advantages. The ARDL is considered a simple technique
because it allows the co-integration relationship to be estimated by OLS once the lag order of the
model is identified when compared to other multivariate cointegration methods such as the
Johansen- Julius model. The second advantage is that for the use of the ARDL technique the unit
root test is not a pre-condition of this model. The third advantage is that Egbetunde et al., 2013
argues that the long-run and short-run parameters of the models can be simultaneously estimated.
Therefore, this study will use the ARDL test to determine the relationship between government
debt and economic growth covering the period 1984 to 2015.

3.5.3 Long-run and Short-run effects

The study progressed to the stage of analysis of the short-run and long-run effect of government
domestic debt on economic growth in Malawi. In estimating the effects, the Error Correction
Model (VECM) was applied. The variables in the ECM were incorporated in their first difference.
The ECM noted the short-run disequilibrium situations in addition to noting the long-run
equilibrium adjustments between the variables. The ECM was subjected to a number of diagnostic
tests such as the serial correlation, heteroscedasticity and normality tests. According to Khan et al.
(2012) regressions could be run at first difference if time series are I(1). Khan et al., also observe
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that there is a possibility that the long-run relationship could be lost by taking first difference.

Therefore, ARDL results will help ascertain the results of ECM.
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Chapter 4 : Research Findings and Discussion

4.1 Introduction

This chapter presents the findings and analysis of the study. This study set out to analyse the impact
of domestic debt on economic growth in Malawi with the null hypothesis that domestic debt has
no impact on economic growth in Malawi and the alternative hypothesis is that domestic debt has
an impact on economic growth in Malawi. Therefore, this chapter will first of all discuss the
descriptive statistics and the model diagnostics. Thereafter, time series analysis of stationarity and
cointegration are presented followed by the discussion of the long and short run estimates of the

determinants of economic growth. The chapter ends with the conclusion in section 4.9.
4.2 Descriptive statistics and model Diagnostics

4.2.1 Descriptive statistics

Table 4.1 gives a sample population of 32 observations which displays the characteristics as
described hereunder. The descriptive statistics gives a mean GDP per capita growth rate of 1.038
with a standard deviation of 5.002, a maximum value of 15.558 and the minimum value of negative
10.566. The standard deviation is high indicating that there was some significant variation of GDP
per capita growth rate over the period under study from 1984 to 2015 and this is also confirmed
by the maximum value of 15.558 to a minimum of negative 10.566. In general Table 4.1 shows
that the mean, median, minimum and maximum values of the variables are not close to each other

and the implication is that data for the variables are not symmetric.

The table further reveals that the p-values of the Jarque Bera are above 5% for GDP per capita
growth rate, Population growth, expenditure and debt indicating that the null hypothesis that
indicates that the residuals are normally distributed is not rejected. The null hypothesis is rejected
for inflation whose Jarque-Bera probability is below 5%. Expenditure is marginally negatively
skewed; however, the result is not significant, and this is supported by the p-value of 2.290 which
is greater than 0.05. The characteristics of the data are further discussed individually in graphical

form in the sections that follow.
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Table 4-1: Descriptive Statistic

GDP per capita

Variable Growth rate Debt Expenditure Inflation Pop growth
Mean 1.038 12.067 94.591 20.922 2.836
Median 1.208 9.620 95.100 17.718 2.761
Minimum (10.566) 2.594 85.087 7.412 0.251
Maximum 15.558 31.308 104.111 83.326 6.008
Std. Dev 5.002 7.082 5.908 14.679 1.298
Skewness 0.175 0.989 (0.152) 2.413 0.587
Kurtosis 4.269 3.421 1.766 10.672 3.999
Jarque-Bera 2.454 5.788 2.290 116.400 3.367
Probability 0.293 0.055 0.318 0.000 0.186
Observations 32 32 32 32 32

Source: Stata estimates from research data

4.2.2 GDP Per Capita Growth Rate
Figure 4.1 shows that for the period between 1984 to 2017 GDP per capita growth rate hit the

lowest in 1994 when GDP per capita growth rate was negative 12 which is a period characterized

by fiscal indiscipline fostered with deteriorating terms of trade following the oil price shock and
the civil war in Mozambique between 1980 and 1994 according to World Bank (IMF, 2017).
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Figure 4-1: Graph for GDP Per Capita Growth Rate

(Source: Stata estimates from research data)

Figure 4.1 further shows that the GDP per capita growth rate was at its peak in 1995 when it was
at 16. It fell sharply in 2000 and has been averaging below 5 up until 2017. It can be argued that
the graph of GDP per capita growth rate is showing properties of stationarity during this period.
However, a further test of the Augmented Dick-Fuller (ADF) is done and explained in section 4.4
to satisfy the stationarity requirement.

4.2.3 Population growth

As indicated in section 3.4.6 this study also analysed the population growth during the period under
study. Figure 4.2 shows that population growth was highest in 1987 when it grew by 6% and was
at its lowest in 1992 when it grew by less than 1%. The population growth has been averaging just
around 2.5% since 1997. The population graph leans more towards stationary. This will be further

subjected to stationarity test.
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Figure 4-2: Graph for population growth.

(Source: Stata estimates from research data)

4.2.4 Inflation

It was also important to check the behaviour of inflation during the period under study and the
graph in Figure 4.3 shows that inflation has generally revolved in the region of 20% for most part
of the period between 1984 to 2017. It registered its highest peak in 1993 with inflation hovering
above 80%. It should be noted that this is within the time period that World Bank records that
Malawi was characterized with fiscal indiscipline between 1980 and 1994 (IMF, 2017). It is also
the same period that the World Bank reports that there was a notable decline in terms of trade
(IMF, 2017).
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Figure 4-3: Graph for inflation.
(Source: Stata estimates from research data)
4.2.5 Expenditure
Another variable that needed to be analysed is the expenditure. The findings of this study

indicate that expenditure as a percentage of GDP has remained constant over the period between
1984 to 2015 with minimal variations. This is depicted in figure 4.4.
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Figure 4-4: Graph for Expenditure
(Source: Stata estimates from research data)
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4.2.6 Debt

Apart from expenditure, the study further analysed the pattern of domestic debt. Figure 4.5
indicates that domestic debt between 1984 to 2015, was very low in the 1980s but it has been
steadily growing since the mid-90s.
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Figure 4-5: Graph for Debt

(Source: Stata estimates from research data)

The growth is expected as it has been demonstrated that the government has been contracting
increased amounts of domestic debt and this has been increasing in proportion to external debt
(IMF, 2017). The graph for domestic debt appears to be non-stationary but this will be subjected
to an ADF test.

4.3 Correlation Analysis

Table 4.2 shows that there is a correlation between population growth and expenditure and that
this correlation is deemed significant at 1%. The Classical Linear Regression model assumes that

there is no existence of exact linear relationship among the variables.
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Table 4-2: Correlation of variables

GDP Per Cap
Variable Growth Inflation Pop growth  Expenditure Debt
GDP per capita growth ~ 1.0000 -0.2606  -0.2277 0.0966 0.1226
Inflation -0.2606 1.0000 -0.2506 0.3021 -0.3368
Pop growth -0.2277 -0.2506  1.0000 -0.6134 -0.0296
Expenditure 0.0966 0.3021 -0.6134 1.0000 0.1640
Debt 0.1226 -0.3368  -0.0296 0.1640 1.0000

Source: Stata estimates from research data

Guijarati (2012) argues that multicollinearity or collinearity exists if one or more such relationships
exist. Gujarati and Porter (2009) also state that multicollinearity could exist in a time series data if
it includes regressors that have a common trend such that they all either increase or decrease over

time.

It was however noted by Gujarati and Porter (2009) that, despite the existence of some
multicollinearity, the assumptions of the regression are not automatically violated since unbiased,
consistent estimates will still be there and their standard errors may be correctly estimated. Thus,
Guijarati and Porter (2012) advise that variables should not be removed if the model variables
legitimately belong to the model even though a level of correlation exists. Further Gujarati and
Porter (2009) noted that in many cases multicollinearity is reduced by the first difference of the
regression model, arguing that this is because there exists no apriori reason to believe that the
differences of variables will be highly correlated, even though initially they may have been highly

correlated at level.

On the basis of the discussions above and also based on the outcome of the other diagnostic tests
which supported the model, the study therefore continued with both variables of population growth
and expenditure. This is supported by Kennedy (2008) who suggested a threshold of a correlation
coefficient of above 0.7, arguing that if the coefficient is above this level it could cause a serious
multicollinearity problem leading to inefficient estimation and less reliable results. In this study

the estimate is below 0.70 and therefore the variables are maintained.
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4.4 Unit Root Test Results

Table 4.3 presents the results of unit root tests based on the Augmented Dick Fuller test (ADF)
and its findings are discussed. According to the Unit Root Test using Augmented Dick Fuller test,
it is noted that GDP per capita growth is stationary since the ADF test statistic of negative 3.122
is less than the critical value at 5%. The p-value is less than 0.05. The null hypothesis states that
the data has unit root, or it is nonstationary which means p-value is greater than 0.05. In this case
the p-value is 0.025 implying that the null hypothesis is rejected. This is also the case with inflation
and population growth variables whose p-values are less than or equal to the critical value at 5%
and therefore stationary at level i.e. Integrated of order 1(0). Thus, the null hypothesis is again
rejected for these two variables at level. On the other hand, the two variables, namely expenditure

and domestic debt, were stationary at first difference thus integrated of order 1(1).

Table 4-3: Unit Root Test Results

Variable Lag ADF Test TCV (5%) P-Value Decision
Level 1(0)

GDP per capita growth 0 -3.122 -2.980 0.025 Stationary
Inflation 0 -3.651 -2.980 0.005 Stationary

Pop growth 0 -9.314 -2.980 0.000 Stationary
Expenditure 0 -2.764 -2.980 0.064 Non-stationary
Debt 0 -0.082 -2.980 0.951 Non-stationary

First difference 1(1)

Expenditure 0 -5.256 -1.701 0.000 Stationary
Debt 0 -5.707 -2.983 0.000 Stationary

Source: Stata estimates from research data
4.5 Autoregressive Distribution Lag (ARDL) Model Estimation

The unit root test revealed that the dataset comprised a combination of series of integrated order
zero and order one. Following this result the Autoregressive Distribution Lag (ARDL) (2,3,4,1,3)
was estimated with the maximum lags of four automatically selected by Stata, based on the Akaike
Information Criteria (AIC). Furthermore, the model was subjected to diagnostic tests to check its
credibility. The ARDL model is presented in appendix 2.
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4.6 ARDL Bounds test for co-integration.

The ARDL Bounds test was applied to subject the model variables to a co-integration test. This
co-integration test depends on two critical values which are the lower bound and the upper bound.
All the variables are assumed to be 1(0) under the lower critical bound, implying that there is no
co-integration among the variables. On the other hand, all the variables are assumed to be 1(1)
under the upper bound, implying that the variables are co-integrated. If the computed F-statistic
value is greater than the upper bound critical value, the null hypothesis must be rejected, meaning
that variables are co-integrated. The null hypothesis should not be rejected if the computed F-
Statistic value is lower than the lower bound critical value, meaning that variables are not co-
integrated. The co-integration results are said to be inconclusive if the computed F-statistic falls

between the lower and upper bound values.

Table 4-4: ARDL Bounds Test Results

Test Statistic Value K

F statistic 6.676 4
Significance 1(0) Bounds 1(1) Bounds
10% 2.450 3.520

5% 2.860 4.010

2.5% 3.250 4.490

1% 3.740 5.060

Source: Stata estimates from research data

The ARDL test results in table 4.6 indicate the existence of a long-run (equilibrium) relationship
between GDP per capita and the independent variables. The null hypothesis that no long-run
relationships exist was therefore rejected since the computed F-statistic value of 6.676 is greater
than the critical upper bounds value (11) of 4.010 at 5% significance level. This therefore signified

the presence of cointegration. Thus, the model is free from auto correlation.

4.7 Long Run Results

The long run results presented in Table 4.5 show evidence of the existence of a positive long-run
relationship between domestic debt and economic growth. A 1% increase in debt would result in
growth of GDP by 0.266%. The relationship is positive as well as statistically significant in the

long run. It is the p-value of 0.046 which is less than 0.05. It is a finding that supports the views
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of many other studies including findings by Spilioti and Vamvoukas (2015) who posited that
indeed a statistically significant positive relationship exists. Studies by Chiu and Lee (2017) also
found that public debt stimulates economic growth for low risk countries. Gulde, Pattillo and
Christensen (2006) argued that domestic debt markets can help strengthen money and financial
markets, that they can result in growth of private savings and in the process stimulate investment.
This is because government securities are a key instrument in the conduct of indirect monetary
policy operations and a collateralised lending in interbank. This helps in the management of
liquidity without the need for central banks to resort to direct controls such as credit ceilings,
interest rates and high reserve requirements. Direct controls are considered detrimental as they
result in distortions in financial sector decisions and this leads to financial disintermediation at the

expense of private savings and investments (Gulde et al, 2006).

The other reason is that the availability of domestic debt instruments provides alternative,
attractive investment-vehicles for savers. This reduces capital flight in addition to luring back
savings from the nonmonetary sector into the formal sector (IMF, 2001). The benefits in this case
are far reaching because, in addition to savings mobilisation, they include a contraction of the
black economy, a growth in the tax base and increased financial depth. This leads to an

improvement in the perception of the country and currency risk (IMF, 2001).

Thirdly, domestic debt positively affects economic growth because the increase in the volume of
investment results in increased total factor productivity. It is argued that, in general, banks in
developing countries do not lend to important strategic sectors, thus opting to play a very limited
role in long-term financing in areas of agriculture and manufacturing (Gulde et al, 2006). The
government security holdings thus serve as collateral, thereby encouraging banks to lend to more

risky sectors which are considered strategic for economic growth (Gulde et al, 2006).

In addition, there is evidence of a negative long run relationship between GDP per capita growth
and inflation. It is significant at critical value of 0.05. The null hypothesis that there is no
relationship is rejected. The coefficient value falls within the confidence interval of -0.300 to
0.000. The results indicate that for a 1% increase in inflation there is a corresponding 0.15%
reduction in economic growth. This is supported by Barro (1996) whose study found that the
estimated effect on economic growth is significant when some plausible instruments are used in

the statistical procedures.
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It is suggested by Fama (1981) that the plausible reasoning behind inflation being negatively
correlated is that high inflation creates an environment conducive for the transfer of resources from
the private sector, which has a high propensity to save, to the government sector. This is because
high inflation environments tend to make it easier for governments to raise effective tax rates
which in turn depress the savings income ratio. Haslag (1998) also demonstrates that in an
economy in which money and capital are complementary goods, banks pool all savers. However,
the banks are required to hold money in a deposit in order to satisfy the liquidity reserve
requirement. The effect, therefore, is that an increase in inflation rate would result in a decrease
on the return on deposits since return on deposits is an average of return on money and capital.
This eventually results in a decrease in savings and, therefore, there will be low capital

accumulation. The resultant net effect would be a lower economic growth.

Table 4-5: Long run results

Coef. Std. Err. T P>t
Debt 0.266** 0.119 2.23 0.046
Inflation -0.15* 0.069 -2.18 0.050
Pop growth -7.708*** 1.739 -4.43 0.001
Expenditure -0.376** 0.128 -2.93 0.013

Note: *** ** and * denotes significance at 1%, 5% and 10% respectively Source: Stata estimates from research data

The results further suggest that there is a negative relationship between population growth and
economic growth in the long run. In addition, it is noted that the relationship is significant. A 1%
increase in population growth is expected to result in a reduction in GDP per capita of 7.708%.
The p-value for population growth is 0.001 which is less than 0.05 making the relationship
statistically significant. This finding is different from the conclusion reached by Chang et al (2014)
which suggested the existence of a significant positive relationship between population growth
and economic growth. This finding reasoned that increased population results in increased labour
force strength and number of consumers. Zaidan (1969) argued that population size has an impact

on economic growth. In his finding he argued that a small population means that the national
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income is shared by fewer people. This implies that the first effect of population growth is negative

in the sense that the savings potential of an economy decreases with increased fertility.

Secondly, according to Zaidan (1969) population growth affects economic growth through the
channel of capital accumulation. It is thus argued that families with fewer children would have
extra resources which would otherwise have been consumed if their fertility rates increased. These
resources would then be diverted to savings, either through personal savings or as a result of
increased ability for governments to raise taxes. It should also be noted that the increased
population increases demand for food and infrastructure development (GoM, nd). The other factor
is that women in Malawi constitute almost three-quarters of subsistence farmers and that in general
over 80% in Malawi live in rural areas (GoM, nd). This means that with rapid increases in
population growth land holdings have become smaller affecting the ability of subsistence farmers
to access food and other necessaru economic amenities (GoM, nd). In addition, 46 percent of the
population is aged below 15 (GoM, nd). This youthful population exerts a heavy burden on the
working age population. It should be noted that only 12 percent of those aged 14-17 attend
secondary school which means that with low levels of education coupled with a lack of productive
skills and high unemployment rates Malawi offers limited opportunities for its youth (GoM, nd),

Furthermore, it is noted that in the long run a negative relationship exists between government
consumption expenditure and economic growth. The p-value is 0.013 which is less than 0.05,
signifying that this long-run relationship is significant. A 1% increase in government consumption
expenditure results in a 0.376% in GDP per capita. This finding supports that of Easterly and
Levine (2001) which concluded that a negative relationship exists between government
expenditure and economic growth. The central hypothesis theorises that government expenditure
on core public goods such as rule of law, internal and external security, tends to have a positive
impact on economic growth (Heitger, 2001). Heitger (2001) argues, however, that this is not the
case if government extends its reach to private goods. Thus, it is argued that an excess amount of
public expenditure has a negative impact on economic growth for several reasons. The excess
expenditure needs to be financed by extra taxes, which are a disincentive to work, thus lowering
productivity. The higher taxes also reduce the incentive to invest and innovate. Finally, Heitger
(2001) asserts that government expenditure would crowd out the private suppliers which are more

efficient, and this would impede economic growth.
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4.8 Short Run Estimates

The short-run estimates are first reviewed in terms of the error correction term (ECT). The ECT
measures the speed of adjustment at which short-run dynamics converge to the long-run path in
the model. The short-run coefficients estimate in this model indicate the dynamic adjustment of
all the variables. The short-run coefficients for population growth and government consumption

expenditure are statistically significant at 5 percent and 1 percent significance level, respectively.

The coefficient of the error correction term (ECT-1) estimated at -1.705 is high, which indicates
that economic growth, population growth and government consumption expenditure are
cointegrated. The coefficient value of -1.705 indicates that a very high percentage of the
disequilibrium in economic growth is offset by the short-run estimates in a given year. The
coefficient of the error correction term usually lies between 0 and 1. In this study, the error
correction term exceeds one. Narayan and Smyth (2006) also found the error correction term to be
greater than unity and documented that the error correction process fluctuates around the long-
term value in a dampening manner instead of monotonically converging directly to the equilibrium

path.

The results of short-run determinants of economic growth are presented in table 4.6. The results
indicate that inflation has a p-value of greater than 0.05 but with a positive coefficient. The short-
run relationship is, however, not significant even at L2D at 5% significance level. However, a
relationship appears to exist between population and economic growth at L2D. The p-value is
0.046 which suggests that the relationship is significant.
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Table 4-6: Short-Run Estimates

Coef. Std. Err. T P>t
GDP per capita Growth _LD. 0.049 0.212 0.230 0.822
Inflation_D1. 0.202 0.133 1.510 0.156
Inflation_LD. 0.120 0.087 1.370 0.195
Inflation_L2D. 0.084 0.094 0.900 0.387
Pop growth_D1. -10.997 17.746 -0.620 0.547
Pop growth_LD. -11.250 30.649 -0.370 0.720
Pop growth_L2D. 54.492** 24.474 2.230 0.046
Pop growth_L3D. -24.249** 9.610 -2.520 0.027
Expenditure_D1. 0.549*** 0.152 3.610 0.004
Debt_D1. -0.410 0.336 -1.220 0.246
Debt LD. -0.466 0.289 -1.610 0.133
Debt_L2D. -0.195 0.259 -0.750 0.465
Constant 97.669*** 23.599 4.140 0.001
ECT (-1) -1.705*** 0.326 -5.230 0.000
Prob (F) 9.820 ***
R-square 0.9329
Adjusted-R-squared 0.8379

Note: *** ** and * denotes significance at 1%, 5% and 10% respectively Source: Stata estimates from research data

There also appears to be a significant short-run positive relationship at first difference between

government consumption expenditure and economic growth. The study further does not find

evidence of the existence of a short-run relationship between domestic debt and economic growth.

This finding appears to confirm the studies of Ahlborn and Schweickert (2015) that a neutral

relationship exists between domestic debt and economic growth. The study also supports the
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finding of Dar & Amirkhalkhali (2014) who concluded that no statistically significant relationship
exists between domestic debt and economic growth. This study however only makes this

conclusion in the short-run effect of domestic debt.

4.9 Residual Diagnostic Results

The ARDL model was subjected to diagnostic tests whose results are presented in table 4.7. The
diagnostic tests include tests for serial correlation, heteroskedasticity, omitted variables and
normality. The study adopted the Breusch-Godfrey Language Multiplier (LM) for its serial
correlation test. The null hypothesis under this test is that serial correlation does not exist. Based
on the test results the null hypothesis could not be rejected since the p-value of 0.371 is above the

5% significance level and therefore concludes that that there is no serial correlation.

Heteroscedasticity test results indicated that the p-value was 0.414 which is greater than the 5%
significance level. Therefore, the null hypothesis that there is no presence of heteroscedasticity

could not be rejected.

The model was also subjected to the omitted variable test using the Ramsey RESET test which
indicated that the p-value was 0.071. This was greater than 5% and therefore the null hypothesis
that the model has no omitted variables could not be rejected. The null hypothesis for linearity

could thus not be rejected, indicating that model was appropriately specified.

The model was further subjected to a normality test using the Jarque-Bera test. This was necessary
because one of the assumptions for using the ARDL model is that the data must satisfy the
normality test. The t-statistic for the Jarque-Bera test for this study was 0.22 with a p-value of
0. 896 which signified that the assumption of normality of the data was satisfied. Gujarati (2012)

notes that the closer the t-statistic value is to zero, the better the normality assumption.
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Table 4-7: Model Diagnostics Test

Serial Correlation: Breusch-Godfrey LM test for autocorrelation

F-statistic 0.799 prob (df 1) 0.371

Heteroskedasticity Test: Cameron & Trivedi's decomposition of IM-test

F-statistic 30.00 prob (df 29) 0.414

Omitted Variables Test: Ramsey Reset Test

F-statistic 3.32 Prob (df 3, 9) 0.071

Normality Test: Jarque-Bera

t-statistic 0.22 Probability 0.896
Skewness 20.58 prob (df 17) 0.246
Kurtosis 0.47 prob (df 1) 0.494

Source: Stata estimates from research data

4.10 Stability Diagnostic Tests

4.10.1 Cusum Test (Cumulative sum of squares)

The cumulative sum (CUSUM) and cumulative sum of squares (CUSUMQ) of recursive residuals
were performed on the ECM in order to test the stability of the short-run and long-run coefficients
estimates. It is observed, as shown in Figure 4.8, that the estimated coefficients for the long-run
and short-run using CUSUM are stable. The plot stays within the bounds of the critical value of
5%. The plot, however, whilst it largely stays within the bounds of the critical value, also shows
signs that at times it does not stay within these bounds and displays signs of instability under
CUSUMQ in Figure 4.9.
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Chapter 5 : Conclusion and Recommendations
5.1 Introduction

This final chapter presents a summary of the study, as well as the conclusions reached, based on
the results found. Policy recommendations are made on the basis of these conclusions for measures
that governments may want to adopt to achieve economic growth. Suggestions for future research

are also made.

5.2 Summary of Study and Conclusions

This study examined the impact of domestic debt on economic growth in Malawi. The specific
objectives of the study were to investigate the causal relationship between domestic debt and
economic growth. The study, using data from World Development indicators and domestic debt
data from the central bank in Malawi, utilised population growth, inflation, domestic debt and
expenditure as independent variables on the one hand, and economic growth proxied as GDP per
capita growth as a dependent variable in the regression model. The study employed the time series

estimation technique on a data set that covered a period spanning 1984-2015.

The study found the following conclusions. Firstly, the study concluded that there is a long-run
positive impact of domestic debt on economic growth in Malawi. This relationship was found to
be significant, which means that increased domestic debt seemed to have an effect in stimulating
economic growth. This finding supports the conclusion in the study by Abbas and Christensen
(2010) which found a positive impact of domestic debt on economic growth in emerging
economies and low-income countries within a certain threshold. This study, therefore,
recommends that the government can contract domestic debt in moderation whilst ensuring that

an effective monetary policy within an acceptable inflation target is in place.

Secondly, the study concluded that a negative long-run relationship exists between inflation and
economic growth. An increase in inflation resulted in a reduction in economic growth. This
finding, therefore, implies that governments should closely monitor factors that lead to inflation

increases if the country is going to register a long-run positive impact on economic growth.

Thirdly, the findings of this study indicate a negative long-run relationship between government
consumption expenditure and economic growth. This means that an appetite by government for

high consumption expenditure will negatively impact economic growth in the long run.
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Lastly, the study, in its long-run estimates, found that an increase in population growth was
negatively correlated to economic growth. A higher population growth resulted in subdued
economic growth. This is in line with the expectation of the study which hypothesised that
population growth would result in exerting significant pressure on the country’s economy, thereby

resulting in slow economic growth.

In the short-run, the coefficients for population growth and government consumption expenditure
were statistically significant at 5% and 1% significance levels respectively with a very high speed

with which an adjustment to long-run equilibrium occurs.

5.3 Recommendations

This study therefore recommends that Government can take on domestic debt in moderation in an
environment where there is a strong monetary policy that reins in inflation. Secondly, this study
recommends that Government needs to exercise control on its consumption expenditure and invest
more in productive assets if the economy is to grow. It is an exercise in futility to contract domestic

debt if it is purely taken progressively to finance consumption.

Finally, this study recommends that Government should begin to actively innovate on policies that
will manage population growth in the long-term. Such policies can include deliberate efforts to
improve literacy levels and to increase awareness of the dangers of environmental degradation that
may arise from uncontrolled population growth. It is very evident as observed earlier that rapid
population growth is exerting significant pressure on land holdings and since 46% of the
population are mostly youth the demand for employment is very high (GoM, nd). There is pressure
on the environment since 80% of the population is rural based and dependent on subsistence

agriculture (GoM, nd).

5.4 Further research

Further research may be required to define the motivations behind the banking sector voluntarily
extending credit to governments and whether this could have resulted in a significant crowding

out effect that may eventually suffocate the private sector.

Further research may also be necessary to investigate the growth patterns of external donor aid and
external debt over the same period. The extent of donor inflow and external debt over the period

could also influence economic growth. It would be an area of further interest to investigate the
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behavior of these factors at the time domestic debt is growing. It is also necessary to undertake an
investigation in the Malawi economic context on whether this impact varies at certain thresholds

and also to establish the levels of those thresholds.
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Appendix 1: Research data

Year Inflation Popgrowth Expenditure | Debt Population GDP Per Capita Growth rate

1984 20.0 3.3 85.2 5.7 6964607 1.072005
1985 10.5 4.3 87.1 7.2 7268267 1.931052
1986 14.0 5.3 89.7 6.8 7666391 0.202125
1987 25.2 6.0 85.1 8.7 8141146 -5.39676
1988 33.9 5.9 87.8 6.5 8636690 -4.30109
1989 12.4 5.0 91.2 5.8 9075572 -2.74267
1990 11.8 3.6 86.6 5.1 9404500 -3.5562
1991 12.6 2.1 85.8 6.4 9600355 1.995643
1992 23.8 0.9 99.3 6.4 9685973 6.512047
1993 22.8 0.3 100.9 5.9 9710331 -8.1521
1994 34.6 04 103.0 8.3 9745690 9.416682
1995 83.3 1.0 100.3 2.6 9844415 -10.5658
1996 37.6 1.8 96.7 5.6 10022789 15.5582
1997 9.1 24 100.6 5.8 10264906 5.406783
1998 29.7 2.8 91.9 9.1 10552338 1.344281
1999 44.8 2.8 100.6 10.1 10854322 1.065282
2000 29.6 2.7 96.2 5.9 11148758 0.175483
2001 22.7 25 96.2 6.2 11432000 -1.10652
2002 14.7 24 97.9 13.4 11713664 -7.32933
2003 9.6 24 97.6 17.3 12000181 -0.74545
2004 114 25 100.0 15.9 12301838 3.181806
2005 15.4 2.6 104.1 16.9 12625952 2.835451
2006 14.0 2.7 99.1 12.7 12973699 0.61777
2007 8.0 2.8 86.8 13.2 13341806 1.893621
2008 8.7 29 93.4 19.5 13727890 6.576082
2009 8.4 29 87.2 19.7 14128155 4.61247
2010 74 29 89.3 14.7 14539612 5.259065
2011 7.6 29 94.8 16.3 14962112 3.849633
2012 21.3 2.9 103.4 13.8 15396005 1.893187
2013 27.3 2.8 93.9 23.1 15839269 -0.98556
2014 23.8 2.8 93.6 16.1 16289540 2.255964
2015 21.9 2.8 95.4 18.9 16745303 2.77827
2016 21.7 2.7 101.8 31.3 17205289 0.002055
2017 11.5 2.7 93.8 29.2 17670260 -0.25589
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Appendix 2: GDP Per capita Growth rate

Lag LL LR Df | p FPE AIC HQIC SBIC
0 | -91.4645 27.8393 6.1643 6.17924* 6.21101*
11-90.7677 | 1.3937 | 1 | 0.238 | 28.4126 | 6.18451 6.21439 6.27792
2 |-89.4144 | 2.7066 | 1 0.1 |27.7643* | 6.16096* 6.20578 6.30108
31-89.4044 1 0.01998 | 1 | 0.888 | 29.6861 | 6.22696 6.28673 6.41379
4 1-89.0965 | 0.61581 | 1 | 0.433 | 31.1359 6.2731 6.34781 6.50663

Inflation

Lag LL LR Df | p FPE AlC HQIC SBIC
0 | -124.205 246.944 | 8.34702 8.36196 8.39372
1]-120.706 | 6.9979* | 1 | 0.008 | 209.085 | 8.18042 8.2103* 8.27383*
21-119.775| 1.8627 | 1 | 0.172 | 210.143 8.185 8.22982 8.32512
3]-118.268 | 3.0129 | 1 | 0.083 |203.355* | 8.15123* 8.211 8.33806
41-118.223 | 0.0915 | 1 | 0.762 | 217.046 | 8.21485 8.28956 8.44838

Population Growth

Lag LL LR Df | p FPE AIC HQIC SBIC
0] -44.919 1.25034 | 3.06126 3.07621 3.10797
1|-18.7203 | 52.397 | 1 0 0.23309 | 1.38135 1.41123 1.47476
2129.6497 | 96.74 | 1 0 0.009914 | -1.77665 -1.73182 -1.63653
3| 41.2519 | 23.204* | 1 0 0.004894 | -2.48346 -2.42369 -2.29663
4] 43.0482 | 3.5927 | 1 | 0.058 |.004648* | -2.53655* | -2.46184* -2.30301*

Expenditure

Lag LL LR Df | p FPE AlC HQIC SBIC
0 | -92.9031 30.6415 | 6.26021 6.27515 6.30691
1]-89.7122 | 6.3818* | 1 | 0.012 | 26.482* | 6.11415* 6.14403* 6.20756*
2]-89.7038 | 0.01683 | 1 | 0.897 | 28.3052 | 6.18025 6.22508 6.32037
31-89.7038 | 3.6E-05 | 1 | 0.995 | 30.2845 | 6.24692 6.30668 6.43374
41-89.7016 | 0.00431 | 1 | 0.948 | 324176 | 6.31344 6.38815 6.54697

Debt

lag LL LR Df | p FPE AIC HQIC SBIC
0] -101.634 54.8393 | 6.84226 6.8572 6.88897
1]-85.4332| 32401 | 1 0 19.9096 | 5.82888 5.85876 5.92229*
21-84.6909 | 14846 | 1 | 0.223 | 20.2641 | 5.84606 5.89088 5.98618
3]-82.7354139109* | 1 | 0.048 |19.0313* | 5.78236* | 5.84213* 5.96919
41-82.0804| 13101 | 1 | 0.252 | 19.5041 | 5.80536 5.88007 6.03889
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